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Abstract 

The Greek sovereign debt crisis of 2010 exposed the weaknesses of governance of 
both the ‘euro area’ and of Greece. Successive governments in Athens had failed to 
overcome endemic problems of low competitiveness, trade and investment imbal¬ 
ances, and fiscal mismanagement placing the economy in a vulnerable international 
position. Once the market crisis erupted, the European Union’s Council of Ministers 
and the European Central Bank failed to provide a timely and effective response. The 
implications are threefold: the constraints on domestic reform proved immutable to 
EU stimuli; the ‘euro’ is more vulnerable to crisis than previously acknowledged; and 
the early discussion on ‘euro’ governance reform suggests that its underlying phi¬ 
losophy has not shifted significantly towards more effective ‘economic governance’. 
This article explores the antecedents and management of the crisis and assesses the 
outcome. At the EU level, a paradox was evident in the denial of agency and resources 
that might limit the obligation of states to rescue an errant peer. Domestically, within 
Greece, the unprecedented external monitoring and policing of its economy - though 
matched by some initial successes - raises in the longer term sensitive issues of 
legitimacy and governability, with uncertain prospects for avoiding further crises. 
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Introduction 

The Greek fiscal crisis that erupted in the autumn of 2009 created unprec¬ 
edented challenges to both the governance of the ‘euro area’ and of Greece. It 
risked a conflagration on the international financial markets and received 
worldwide attention. In parallel, popular political discourse shifted to 
embrace the vocabulary of ‘naked credit default swaps’, ‘haircuts’, ‘stress 
tests’, ‘PIGS’ 1 and the like, alongside a new public pre-eminence for the 
triopoly of the American-based credit rating agencies and their ‘junk’ down¬ 
grades. Goldman Sachs was accused of helping Greece to mask its govern¬ 
ment debt (New York Times, 2010a), furthering criticism of the role of hanks 
in the global economic downturn. Greece became a byword for the nightmare 
of uncontrolled deficits, as in the British election of May 2010. Dire economic 
assessments were suddenly made: Greece should exit or take a holiday from 
the system; a bail-out for Greece would be a disaster; the Eurosystem ought 
to be divided on a north-south basis; and even that the bail-out was intended 
to lead to a default. 2 Such pessimism stood in sharp contrast to pre-crisis 
evaluations of the euro’s collapse as being very unlikely (Eichengreen, 2010). 

The out-turn of the Greek sovereign debt crisis in 2010 for the euro area 
was that its institutions behaved in ways that were either not foreseen or were, 
at least in some important respects, dysfunctional. The European Central 
Bank (ECB) crossed its ‘rubicon’ to buy the euro area government bonds that 
the markets did not want; both the Council of Economic and Financial Affairs 
(Ecofin) and the European Council were stages on which indecision was 
amply dramatized; and the euro area eventually joined in a bail-out of one of 
its own. The delayed responses, in early May 2010, undoubtedly increased the 
cost of intervention - of both the €110 billion bail-out loan for Greece and the 
€750 billion rescue mechanism for the Eurosystem as a whole - as the price 
of convincing the markets increased over time. 

The implications of the crisis for Greece were profound. The government 
of George Papandreou - and his PAS OK (socialist) party - was elected on 4 
October 2009 but quickly found that much of its pre-election programme had 
been overtaken by events. Its radical intent was squeezed by an unprec¬ 
edented struggle with the international financial markets and serious strikes 

1 ‘PIGS’ was used to refer to Portugal, Greece, Spain and Ireland and/or Italy. Instead of ‘PUGS', ‘PIGS’ 
was commonly used. 

2 For example, George Soros warned that the Eurosystem might not survive (Bloomberg, 2010); Otmar 
Issing argued that a bail-out for Greece would be a ‘disaster for Europe’ (FT, 2010a); Martin Taylor, former 
Barclays’ chief executive officer (CEO) suggested a north-south split of the Eurosystem (FT, 2010b); 
Martin Feldstein suggested that Greece should take a ‘holiday’ from the Eurosystem whilst it sorted itself 
out (FT, 2010c); and two erstwhile advisers to the Greek government concluded that the actual bail-out was 
intended to facilitate a Greek restructuring or default (Willem Buiter, in Wall Street Journal, 2010) and that 
both a default and euro exit was inevitable (Paul Krugman, in New York Times, 2010b). 
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and discontent at home. At the same time, the ‘tutelage’ of the bail-out 
conditions established a domestic reform momentum of a magnitude rarely 
seen before. The capacity of the government to deliver, and its domestic 
political strength and legitimacy in doing so, became the two key variables in 
an uncertain equation. 

The purpose of this article is to bring a political science perspective to 
understanding of the crisis by exploring the issues of governance raised. 
These are as fundamental as any economic debate over policy options, for 
they go to the heart of the construction of the economic and monetary union 
(EMU) regime. The weaknesses of governance displayed at both the EU 
and domestic levels have been recognized by different sets of political 
science literatures, but not adequately connected in the context of EMU. 
They involved an incomplete, imbalanced set of EMU rules (dating 
from the Maastricht Treaty) and a failing state - a combination that was 
to prove explosive. In order to develop these themes, the article begins 
with the domestic origins of the Greek crisis; shifts to an analysis of the 
EU’s response; and closes with the domestic ramifications within Greece. 

I. The Domestic Origins of the Greek Crisis 

Before turning to the economic indicators of the Greek crisis, it is important 
to place them in a political context by noting the endemic weaknesses of the 
state and the systemic underpinnings that have prevented social consensus on 
much-delayed structural reforms. 

The Paradoxes of Domestic Governance 

The limits of reform capacity in Greece rest on striking paradoxes of gover¬ 
nance. First, whilst the constitutional strength of the executive branch of 
government is unusually strong, the public administration as a whole is 
lacking in some implementational strength (Spanou, 1996; Sotiropoulos, 
1993). Internally, these weaknesses stem from poor intra-governmental co¬ 
ordination, efficiency and resources. The operation of the ‘core executive’ is 
certainly atypical: being based on a prime ministerial office that is near- 
presidential in its formal powers (Dagtoglou, 1986), yet one that lacks a 
centralization of resources; and a cabinet structure that is very limited and 
assigns much operational independence to ministries (Featherstone and 
Papadimitriou, 2009). Further, ministers in their own domains lack de facto 
executive strength, given the internal problems of the bureaucratic machine 
(low-skill; low-tech; legalistic operating norms; strong union power). Indica- 
tively, the state has lacked information on the total number of employees in 
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the public sector - though a novel type of census was completed by the end 
of July 2010 - despite the fact that successive governments have repeatedly 
promised the EU low replacement rates (FT, 2010d). 

The problems of co-ordination and control that arise from this setting are 
evident in the processes of budget management. As of 2009, the government 
budget was based on some 14,000 separate ‘budget lines’ where each ‘line’ 
represents grouped items of expenditure within part of the public administra¬ 
tion. 3 The plethora of such lines obscures public spending on specific items 
and the management system lacks the capacity to track and assess the efficacy 
of such spending. Within this system, not only is there a lack of knowledge on 
which to assert effective accounting control - let alone to engage in policy 
evaluation in relation to changing government priorities - there is also much 
scope for clientelistic and corrupt practices as a result. 

Alongside relatively weak control of public expenditure have been the 
problems of raising tax revenue. Tax evasion amongst key sectors has been 
rife. 4 The EU Commission estimated that uncollected tax revenue in 2006 
amounted to 30 per cent (or 3.4 per cent of GDP) in 2006 (in.gr, 2009a). The 
system is vulnerable to corruption: international estimates of the incidence of 
irregular payments made place Greece in a worse position than any other 
EU-15 state and 86th out of 133 states internationally (World Economic 
Forum, 2009, p. 348). 

A second paradox of Greek governance has been the juxtaposition of 
liberal democratic formal structures alongside a political culture marked by 
clientelism, rent-seeking and corruption (Mitsopoulos and Pelagidis, 2006, 
2010). The short-term, piecemeal political attitudes that stem from this 
culture severely constrain reform initiatives on politically sensitive issues 
such as the pension, health or labour market systems, as Simitis found when 
prime minister (Featherstone and Papadimitriou, 2008). In recent years, both 
major parties have been accused in a succession of scandals (‘Siemens’, 
‘Vatopedi’), and there is a long history of corruption with favours (‘ rousfetti ’) 
distributed by the ‘party-state’ (Lyrintzis, 1984; Haralambis, 1989) distorting 
political interests. Indeed, corruption appears to be exceptionally high: the 
Corruption Perceptions Index has ranked Greece worse than any of its south 
European counterparts, for example (Transparency International, 2010). 

Beyond the realm of governance, the ‘disjointed corporatism’ observed by 
Lavdas (1997) - involving skewed organizational representation and a lack of 

3 1 am grateful to Efi Vraniali for advice on this point. 

4 There was public outrage when the Finance Ministry announced that in one of the wealthiest parts of 
Athens, 90 out of 150 doctors had claimed net annual incomes of less than €30,000, with 30 of them 
claiming less than a third of that (Finance Ministry, 2009). Moreover, it was reported that 3 million of the 
5.5 million taxpayers declared annual taxable incomes of less than €12,000 (Imerisia, 2009). In response, 
governments in the past and again in 2010 have resorted to tax liabilities based on assumed incomes. 
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modes of reciprocity and trust - also sustains rent-seeking from the state 
(Pagoulatos, 2003) and maintains high levels of conflict across the workplace. 
The two major union federations (GSEE, ADEDY) 5 over-represent the state 
and wider public sector, favouring the interests of a relatively protected core 
group of workers (Featherstone and Papadimitriou, 2008). Unionization in 
the private sector is low - marked as it is by very few large firms and 
numerous small and micro-enterprises, where implementation of state regu¬ 
lation of the latter is woefully weak. At the same time, the main employers’ 
organization, SEV, 6 favours the interests of those very few large firms and 
neither it, nor GSEVEE (the ostensible organ of smaller firms, but in reality 
a fragmented coalition), represents the small enterprises. The Greek model 
of capitalism has been for a domestic market of anti-competitive regula¬ 
tion, barriers to entry, relatively cheap labour and stable product demand 
(Featherstone and Papadimitriou, 2008). The constituency for liberal 
market reforms has been limited and shallow. The disjointed corporatism 
has prevented effective social pacts, with notable attempts at such dialogue 
failing in both 1997 and 2000 (Zambarloukou, 2006). 

A complementarity between rigid employment laws and an under¬ 
developed welfare system (together with a large ‘black’ economy) serves 
to immobilize reform efforts (Featherstone, 2005; Papadimitriou, 2005; 
Katrougalos and Lazaridis, 2003; Featherstone and Tinios, 2006). Not sur¬ 
prisingly, Greece has sustained a high level of structural unemployment, 
especially among young workers, for more than a decade. The rigidity of the 
employment laws - often poorly enforced - is compensated by the flexibility 
offered by the very large informal economy, estimated at being up to 29.5 per 
cent of GDP (Schneider et al., 2010). 

A final contradiction affecting public debate on structural reforms is 
centred on the deeply ingrained attachment to statism in service delivery. 
Thus, a state health service is paralleled by the highest levels of private 
expenditure on health in the EU (Papandreou, 2010a). Likewise, the fierce 
defence of free, state education contrasts with the highest levels of private 
expenditure on education in the EU. 

The consequence of these paradoxes is the low reform capacity evident in 
the Greek system. The measure of such capacity made by the Bertelsmann 
Sustainable Governance Index rated Greece the lowest in the EU of 27 states 
(Bertelsmann Stiftung, 2010). In sum, the domestic political system in the last 
two decades has often approximated une societe bloquee (Crozier, 1964) in 

5 GSEE: General Confederation of Greek Workers (FeviKri Xwo|iO07iovSta EpYaxcov EXXaSog). 
ADEDY: Higher Command of Unions for Public Sector Employees (Avcot<mt| Aioucr| 0 ri Evtooewv 
AripooKov YrcaM-ritaov). 

6 SEV: League of Greek Industries (SovSeopog EUiriVlKCOV BtopriXWVlCOV). 
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which multiple veto points thwart the formal power of government and 
cultural norms that tolerate statism, clientelism and corruption structure 
actor interests in a manner inimical to reform. 

How to unblock these domestic constraints has been the strategic dilemma 
of successive governments. Given the strong popular support for European 
integration - consistently among the highest in the EU, as recorded by 
Eurobarometer - empowerment has been sought from EU-level commit¬ 
ments. Premier Costas Simitis (1996-2004), in particular, embarked on a 
programme of ‘modernization’ that was heavily rooted in the need for Greece 
to adapt to the demands of EU membership. Thus, one of the most significant 
projects of his tenure - Greek entry into the euro area - rested on the strategic 
constraint of the Maastricht convergence criteria. Another - the hosting of the 
very successful Olympic Games in Athens in 2004 - similarly came with 
external conditionality and a set timetable. By contrast, the ‘soft law’ of the 
Lisbon 2000 programme has resulted in far less successful domestic leverage 
(Tilford and Whyte, 2010). 

Vulnerable into the Crisis 

A record of low reform capacity was matched by inherited economic weak¬ 
nesses that made Greece very vulnerable when the international credit crisis 
spread in 2008-09. Such a view was advanced by most ‘modernizers’ 
within Greece, taking their cue from mainstream international economic 
opinion, eventually creating a new push for domestic reform. Thus, the 
Greek economy has lacked competitiveness and sustained significant 
current account deficits in foreign trade and commerce. A range of 
international indicators attest to the relatively low competitiveness: on the 
Ease of Doing Business Index of the International Bank for Reconstruction 
and Development (IBRD)AVorld Bank, Greece is ranked outside the top 
100 states, well below any other EU member (World Bank, 2010). 
Similarly, inward foreign direct investment has been very low since the 
1990s. 

The problems of governance are evident in the ‘weak state’ scenario of 
public spending (Walsh, 1994). Successive governments have sustained high 
levels of public debt: indeed, it has fluctuated around the equivalent of 100 per 
cent of GDP since 1993. Much of this is related to the inelastic expenditures 
of the public sector wage bill where governments face strong union resistance 
to cutbacks and have themselves made major use of public sector jobs as 
pre-election favours to voters (in.gr, 2009b). In times of austerity, govern¬ 
ments have found it politically more expedient to increase taxes (or sell off 
assets) rather than to reduce state spending. 
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The spark that ignited international concern about Greece’s fiscal position 
came on 20 October 2009, when George Papakonstantinou, as the new 
finance minister, announced a tripling of the level of government debt for 
2009 (in.gr, 2009c). He had barely been in his post for two weeks, following 
the election victory of PASOK under George Papandreou. The figure of 3.6 
per cent of GDP reported by the previous government of Costas Karamanlis 
(New Democracy) was inaccurate: it was upgraded to 12.8 per cent of GDP, 
then increased further to 13.6 per cent when further calculations were made 
in 2010 (22 April). Some critics suspect that Papakonstantinou was playing 
with dynamite: by making a dramatic announcement, he shifted the blame. 
Moreover, they argue, the deficit was initially containable with larger 
short-term bond issues. More saw the government as slow to act: George 
Provopoulos, governor of the Bank of Greece, had publicly stated days after 
the election that the deficit for 2009 was already just under 10 per cent and 
set to rise. 

In any event, the credibility of the Greek data became a major issue for the 
international financial markets assessing Greece’s ability to borrow and for 
the euro area institutions seeking to maintain some notion of fiscal discipline. 
Moreover, Greece had ‘form’ in this respect: for most of the last decade its 
actual deficit had been worse than initially reported to the EU (Marzinotto 
et ai, 2010). Indeed, the 2009 case paralleled the ‘audit’ carried out in 2004 
by George Alogoskoufis, a previous finance minister, when New Democracy 
replaced PASOK in power. Alogoskoufis reported to the EU that Greece’s 
fiscal position had been over-estimated: in reality, it had not met the Maas¬ 
tricht convergence criteria of a 3 per cent of GDP ceiling on the government 
deficit (Featherstone, 2008). As a result, Greece had been subjected to the 
‘excessive deficit procedure’ and had only exited this on 16 May 2007. On 12 
January 2010, EUROSTAT reported that the Greek data could not be relied 
upon: it had reason to question their accuracy five times during 2005-09. 
Even the new Greek prime minister, George Papandreou, referred to the 
National Statistical Service of Greece as a ‘joke’ (Papandreou, 2010b). 
Former finance ministers may even face prosecution. The government 
accepted that the statistics agency should be made fully independent - it was 
a condition of the Greek bail-out in 2010 - and it became so on 22 July. The 
problem for the euro area was clear: any monetary union must rely on 
state-level administrations for the supply of data that will affect its policy 
management. 

Against this backdrop of inherited weaknesses and falling credibility, the 
financial markets highlighted Greece as being in danger of default on its 
foreign borrowing. All three major credit rating agencies further downgraded 
Greece’s status, with Fitch leading the way on 8 December 2009 and Standard 

© 2011 The Author(s) 

JCMS: Journal of Common Market Studies © 2011 Blackwell Publishing Ltd 


200 


KEVIN FEATHERSTONE 


& Poor eventually judging Greek bonds on 27 April 2010 to have ‘junk status’. 
As Greece faced a maturing of a sizeable portion of its foreign debt on 19 May 
2010, the sequence of downgrades greatly exacerbated its position. 

Indeed, the role played by the three credit rating agencies (Moody’s is the 
oldest, created in 1909) brought into sharp relief their highly influential 
position in a changing international economy. They exerted power over 
sovereign states: constituting ‘governance without government’ (Sinclair, 
1994), raising issues of accountability. Their importance on the international 
stage is relatively recent: a consequence of globalization and market deregu¬ 
lation. In 1975, just 600 new bonds were rated; by 2000, Moody’s alone rated 
21,200 or US$5 trillion of securities (see Sylla, 2002; White, 2009). In 
growing, they have also become more international: before the 1990s, 
Moody’s and Standard & Poor ‘had no analysts outside the US, by 1993 they 
each had about 100 in Europe, Japan, Australia’ (Sassen, 2000, p. 57). With 
their rise has come fierce criticism. In 2010, the United States Congress was 
considering new legislation to increase the regulation of the agencies after 
they were attacked for having helped to create the sub-prime mortgage crisis 
and, more generally, for offering poor forecasts (failing to predict the Latin 
American debt crisis of the 1980s or that of the Far East in the 1990s or the 
collapse of Enron in 2001) and that were pro-cyclical in their effect. For its 
part, the EU has introduced reforms effective at end of 2010, but it is also 
considering further action, with some calling for a European agency to be 
created (see also Veron, 2009). 

The Greek economy was far from being in a unique position in 2009. To 
its critics, the euro area was seen as sustaining severe demand imbalances, 
exacerbating divergences between the growing deficits of Greece, Portugal, 
Spain and Malta, and the growing surpluses of Germany and the Netherlands 
(Tsakalotos, 2010). Germany was exporting credit dependence to others: 
German hanks lending to the ‘PIGS’ created demand for its own exports 
(Rajan, 2010). When the Greek crisis erupted, the key points of difference for 
the country were its very high debt level and the longer period of adjustment 
it would need to converge towards the rest of the euro area. 7 In any event, 
Greece’s debt may be close to 150 per cent of GDP by 2013. To some in the 
markets, the Greek position - even after its 2010 bail-out - seemed untenable 
with a major risk of it having to default on its debts. Moreover, the actions of 
both Ecofin and the ECB were seen by some as having exacerbated Greece’s 
predicament. 


7 Greece’s relative position was later challenged when in October 2010 the Irish government was forced to 
engage in a further bail-out of the Anglo Irish Bank, the effect of which was to send its 2010 deficit forecast 
to 32 per cent of GDP and a projected debt level of just under 100 per cent GDP for the same year. 
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II. Crisis Management in the Euro Area 

Prior to the Greek ‘shock’, the EU as a whole had had a somewhat mixed 
record in responding to the banking crisis after the collapse of Lehman 
Brothers on 14 September 2008. 8 Moreover, the Maastricht Treaty had not 
provided for exceptional crisis management. While the Eurosystem assumed 
the success of preventive rules, it was ill-equipped to deal with a crisis like 
that of 2010, lacking the capacity for speedy reaction, policy discretion and 
centralized action (Pisani-Ferry and Sapir, 2009; De Grauwe, 2010). These 
attributes were strikingly absent in the response to the Greek crisis. Indeed, 
the dilemmas faced by German Chancellor Angela Merkel’s government 
amply attest to the domestic constraints posed on EU-level bargaining 
stressed by the ‘liberal intergovernmentalist’ conceptual framework (Moravc- 
sik, 1998). The public reaction in Germany to the Greek crisis was one of 
bewilderment and hostility. The press was vociferous in its condemnation: the 
Greek government should sell its islands or the Acropolis to help fund its 
debt. Merkel faced a difficult election in North-Rhine Westfalia on 9 May 
2010, just prior to the point when Greece faced the refinancing of its debt, and 
this was widely seen as encouraging her to delay any bail-out. More gener¬ 
ally, the German Constitutional Court in its adjudication of the Maastricht 
Treaty had emphasized that the transfer of sovereignty was justified as long as 
the new euro currency was couched in a regime of monetary stability. Res¬ 
cuing Greece out of its fiscal laxity threatened such principles and risked a 
domestic legal challenge. Yet, many observers also commented that Merkel 
was a different kind of German chancellor, more confident in protecting her 
national interests. The leadership factor was important: none of her post-1945 
predecessors seemed so willing to show such limited regard for the health of 
the European project. 

Equally, however, Merkel displayed a consistency of view with the 
‘narrow’ German stance at Maastricht - a stance that Kohl had himself 
reached beyond. The EMU agreement bequeathed a German ordo-liberal 


8 In the weeks that followed, the EU hung loose: the Irish government acted unilaterally to guarantee all 
deposits, bonds and debt in its banks for the next two years; the Dutch and Belgian governments split the 
nationalization of the collapsing Fortis Bank; the German government initially refused to agree a concerted 
bank rescue and stabilization plan before taking unilateral action to guarantee deposits in its own banks; 
and, both the Eurogroup and Ecofin failed to agree action at their meetings on 6-7 October 2008, settling 
for a broad declaration. The eurozone members not only had to establish their own unity, but also respond 
to the initiatives of Gordon Brown and of Washington. During the French Presidency, Sarkozy called the 
first-ever summit of heads of govemment/state of the eurozone at the Ely see on 12 October 2008, notably 
inviting Brown in recognition of his personal influence but also of the City of London’s position as 
Europe’s largest financial centre. Pisani-Ferry and Sapir (2009) see the Paris summit as the start of a more 
co-ordinated EU response, and it did instigate two G20 summits (Washington, London) to seek interna¬ 
tional co-ordination. Yet, as they recognize, issues were left unresolved and soon an economic crisis 
supplanted the credit crunch, showing continued EU disunity. 

© 2011 The Author(s) 

JCMS: Journal of Common Market Studies © 2011 Blackwell Publishing Ltd 


202 


KEVIN FEATHERSTONE 


emphasis on each government applying tough rules of ‘sound finances’. The 
insistence on there being no ‘bail-out’ of states with excessive deficits was 
fundamental to the German negotiators at Maastricht and had been accepted 
quite readily by its partners as a fait accompli (Dyson and Featherstone, 1999, 
p. 382). Equally, however, the German opposition to "un gouvernement 
economique ’ (contained in the French Draft Treaty of 5.1.91) had the conse¬ 
quence of denying powers of intervention to the EMU institutions. There was 
an imbalance of rules and instruments: whilst Article 104 (now 125) provided 
that there would be no bail-out of states in fiscal difficulty and for an ‘exces¬ 
sive deficit procedure’, on the other hand, it gave no legal basis for the 
expulsion of an errant state, provided nothing beyond ‘broad policy guide¬ 
lines’ in the way of policy co-ordination and offered no further instruments to 
deal with the ‘moral hazard’ issues of states not following the rules. The fiscal 
rules were soon attacked as unenforceable without prior political integration 
(Buiter et al., 1993, pp. 58, 90), but the imbalance was apolitical compromise 
that would remain. The logic was of stability increasing the credibility of the 
arrangements (more widely, see Schelkle, 2006). 

Consistent with the implied uncertainty, when faced with the unfolding 
Greek crisis, the euro area governments and the ECB displayed slowness, 
division and ineptness. Those who focused on the structural imbalances of the 
euro area found the silence on the flanking measure of Germany and the 
Netherlands reflating, deafening. Instead, Ecofin’s first response was that 
Greece should sort itself out. It required Greece (under Article 126(9)) to cut 
its deficit and correct its divergences, thereby ‘removing the risk of jeopar¬ 
dising the proper functioning of EMU’ (Council of the European Union, 
2010), turning a ‘deaf ear’ to calls for a rescue plan (FT, 2010e). There were 
later rumours of the EU demanding that Greece should double the cuts it had 
announced up to that point. On 9 March, the Commission then assessed 
Greece as abiding by the Council’s instructions (Commission, 2010a), but it 
was clear that Greece was losing its position in the markets. It was not until 
26 March 2010 that the euro area leaders, meeting at the European Council, 
agreed the principles of a rescue deal for Greece (based on funding being 
shared between the International Monetary Fund (IMF), contributing one- 
third, and EU states two-thirds). However, this would only be available to 
Greece if all states agreed it and if all other options had been clearly 
exhausted. Greece’s progress would then be subject to quarterly monitoring. 

One month later (23 April), the Greek premier, George Papandreou, faced 
with severe market pressure, announced that Greece needed the bail-out 
deal to be activated. After a very risky further delay, the euro area finance 
ministers did instigate the €110 billion loan to Greece with its strict condi¬ 
tions on 2 May. Paradoxically, however, by trying to stay out of a rescue, EU 
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governments had been dragged more deeply into it. The German government 
was obliged - like its partners - to accept the stark choice of bailing out 
Greece or bailing out its own banking system. Some €80 billion of loans (via 
the EU Commission) were underwritten by Germany (a 27.9 per cent share), 
France (21.0 per cent), Italy (18.4 per cent) and other euro area governments 
(BNP Paribas, 2010). 

EMU governance had become less predictable (Table 1). The ‘no bail¬ 
out’ rule had been circumvented: as De Grauwe (2010) had argued, it did 
not prevent Member States volunteering help and this could be covered by 
the ‘emergency’ clauses in the Treaty referring to the impact of natural 
disasters and ‘exceptional occurrences’ (Article 100 92). Moreover, despite 
the concern of much of the literature as to the excessive independence of 
the ECB (posing questions of accountability and worsening the EU’s demo¬ 
cratic deficit) (Dyson and Featherstone, 1999; Jabko, 2003; Verdun, 1998), 
in the event its leadership bowed to a politicization and intervened in the 
markets to buy the government bonds that no one else wanted. It had 
acted to increase liquidity in the banking system by easing the standards it 
applied to loans for asset-backed securities. Contrary to the expectations of 
Maastricht, the easing had suggested something akin to a ‘monetization’ of 
government debt. Though the ECB had indicated its move was only tem¬ 
porary, its actions had supported Greece - calming market expectations - 
and their termination greatly exacerbated the pressure on Athens. The 
ECB’s actions created a sense of uncertainty as to how it might react in the 
future (Enderlein and Verdun, 2009). Moreover, the recourse to the IMF - 
an option previously shunned - also created doubts about the governance of 
the Eurosystem. 

Is This a Rescue? Greece under EU Tutelage 

Greece had been made to wait for its rescue. Papakonstantinou, as finance 
minister, told the Greek parliament on 6 May 2010: 

In less than two weeks, a 9 billion-euro bond comes due and the state coffers 
don’t have this money. [. . .] As we speak today the country can’t borrow it 
from foreign markets and the only way to avoid bankruptcy and a halt on 
payments is to get this money from our European partners and the IMF 
(Finance Minister, 2010). 

As the minister spoke, the yield premium investors demand to buy Greek 
ten-year bonds over comparable German debt reached a massive 760 basis 
points. Whilst Papakonstantinou was undoubtedly involved in a nested game 
- signalling to the domestic audience there was no alternative to accepting the 
bail-out with its conditions, also telling his EU partners that without the loan 
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the Eurosystem is in danger of collapse - the stakes were clearly high in both 
respects. 

Analysts and market institutions were deeply engaged in assessing 
whether Greece would be forced to restructure or default on its debt and, if so, 
when. Investors were already reportedly expecting ‘haircuts’ 9 of 20 per cent 
or more on their investments. Yet with no expulsion facility under the Maas¬ 
tricht Treaty and the likelihood of a voluntary exit dim - and a loan enabling 
Greece to refinance itself ‘off-market’ for three years - the critical period 
appeared to be once the loan had finished. By 2012, Greece is expected to be 
borrowing just to fund its interest payments and these will be approximately 
€17.1 billion. Observers questioned whether Greece would be able to refi¬ 
nance that level of debt. Standard & Poor projected Greek debt to be 144 per 
cent of GDP by 2015, with a risk of 165-189 per cent by 2016. Others 
foresaw a possible default. Willem Buiter at Citibank commented that with 
no primary deficit, but with huge interest payments, a default looks rational 
(Buiter, 2010). Yet a default is a policy choice to be made by a government 
and it is not at all clear that Greece’s euro area partners would be willing to 
let it take that decision or if the Eurosystem could withstand the market 
turbulence. On the other hand, there may be little appetite for a second rescue: 
the Slovakian foreign minister, for example, in August 2010 attacked the 
rescue package for Greece that was already under way. He described it as the 
‘solidarity of the responsible with the irresponsible’ and noted that when 
prime minister he had overseen tough austerity measures at home without 
such aid (Der Standard, 2010). 

Greece has effectively defaulted three times before in the modern era: in 
the 1830s, in 1893 and in the 1930s (Lykogiannis, 2002, pp. 27, 35-6). Recent 
international defaults offer salutary warnings. In 2001, Argentina defaulted 
with lower public deficit and debt levels than Greece in 2010, as had Mexico 
in 1994. Argentina decided to abandon a peg of the peso with the US dollar 
and the currency lost more than half its value overnight. Middle-class savings 
were depleted, creditors were offered new bonds with a 75 per cent ‘haircut’ 
and foreign investors suffered huge losses (Olivares-Caminal, 2009; Buckley, 
2006, 2010; Porzecanzki, 2005). Significantly, the creditors lacked a common 
institutional forum to press their interests. In Mexico, the speed and scale of 
the crisis prevented an ordered adjustment, the currency collapsed and left a 
poor economic performance thereafter (Adelman, 1998). 

The adjustment required of Greece in its primary government balance is, 
indeed, extreme, amounting to 14.5 per cent of GDP over a five-year period. 

9 The term ‘haircut’ refers to calculating the value of assets and making a percentage reduction from the 
stated value (for example, book value or market value) to account for possible declines in value that may 
occur before assets can be liquidated. 
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There are few precedents. The closest is Denmark between 1982 and 1986, 
which made an adjustment of 14.2 per cent. Yet, at the time the BIS estimated 
that the krone was 11 per cent undervalued, whilst in 2010 Greece’s real 
effective exchange rate was said to be some 20 per cent above its long-run 
average (JP Morgan, 2010). Under market pressure and the political steer of 
its euro area counterparts, Greece had been obliged to announce successively 
deeper cuts since its initial crisis budget of December 2009 foresaw levels of 

3.6 per cent of GDP. In part, this was due to the revision of the national 
statistics on the deficit, but it is also symptomatic of the government fighting 
a battle to establish the credibility of its plans to tackle the crisis. Greece 
presented three different versions of its Stability and Growth Programme 
to the EU, and by May 2010 the budget cuts were to be the equivalent of 

8.6 per cent of GDP. 

In any event, the government cutbacks involved social cost and political 
risk. Public sector posts and salaries were cut, as were pensions. Unemploy¬ 
ment was projected to be 13.2 per cent by 2011. The government also 
declared its intention to liberalize the so-called ‘closed-shop professions’ 
involving some 70 different occupations benefiting from long-established 
anti-competitive state regulation. Such measures confronted entrenched inter¬ 
ests and statist attitudes. Truck drivers brought Greece to a halt in July 2010, 
for example, defending a system in which no new licences had been issued 
since 1986, and the seamen’s union (PNO) blockaded ports against plans to 
liberalize their use by cruise ships (FT, 2010d). Union militancy was already 
high in Greece before the crisis - with higher levels of industrial action than 
other southern European states according to private International Labour 
Organization (ILO) data - and public sector unions had called six general 
strikes by July 2010. 

Coming after the widespread riots of December 2008 - prompted for 
different reasons - and the return of small-scale terrorist bomb attacks, the 
depth of the austerity measures and the prospect of continuing economic 
difficulties raise questions as to whether any Greek government can deliver 
the adjustments required by the bail-out. Moreover, reform credibility is 
established only with time and the strategy pursued by Athens was seen as 
differing from the ‘lessons’ of debt crises witnessed elsewhere (Citigroup, 
2010, pp. 37-8). Yet, it may also be the case that the contraction of the 
economy is less than feared, given the excess ‘fat’ of the high debt and debt 
levels to be cut. 

The tutelage of the bail-out loan also involved close monitoring of the 
Greek state’s commitments. Teams of inspectors of the EU Commission, 
the ECB and the IMF were to visit Athens to probe the liabilities of state 
corporations (the ‘DEKO’ enterprises), hospitals, pension funds, local 
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government and other entities. The transfer of each tranche of the bail-out 
loan was to be dependent on such scrutiny. An interim IMF report in July 
2010 found the Greek stability programme to be ‘broadly on track’ (IMF, 
2010). The following month, a joint statement by the IMF, the ECB and the 
EU Commission was more positive: the adjustment programme had made a 
‘strong start’, all the end of June targets had been met (the deficit reduction 
was 46 per cent faster than planned for the period), some important reforms 
(in the pension system and public administration) were ahead of schedule, 
and progress elsewhere was noted (instigating a census of civil servants and 
a single payment authority for public sector wages; measures against tax 
evasion; a new ‘organic’ budget law) - and it looked forward to the second 
loan instalment (of €9 billion) being made to Greece by 13 September 
(Commission, 2010c). Never had the EU been involved in such close inves¬ 
tigation of one of its Member States; this was an ‘Uber Europeanization’ and 
one that raised important questions on new forms of EU governance. 

Reforming EMU Governance 

The Greek crisis offered a critical juncture for the reform of the euro area 
institutions to set in place provisions to help avoid a similar occurrence in the 
future. The scope for reform was constrained, however, by a concern as to 
whether it required a change to the EU treaties. Given the debacle of consti¬ 
tutional reform stretching over most of the previous decade, there was little 
political will amongst most governments to attempt such changes. 

The first steps to reform were taken in the context of Ecofin agreeing on 9 
May 2010 to establish a rescue mechanism (the ‘European Financial Stability 
Fund’) to prevent any threats to the euro from unsustainable debts accumu¬ 
lated by member governments. The mechanism involved the creation of a 
fund of €750 billion, seen by its advocates as akin to ‘shock and awe’ to 
overcome market doubts. 

The debate on reform gathered momentum. There was some confusion in 
the process as the European Council in June established a task force of the 27 
finance ministers under its President, Flerman von Rompuy (to report to its 
next meeting on 28-9 October), the Commission advanced its own proposals 
and the ECB urged changes. An early consensus was reached on the need to 
revise the treatment of national debt levels. The European Council signalled 
that it sought a revision of the SGP’s 60 per cent rule on debt, so that penalties 
would not automatically apply and the focus would be whether the trend was 
downwards and sustainable. Without such a change, 12 EU states would be in 
breach of the existing rule. Moreover, a new discussion emerged on whether 
to include both public and private debt, with implications for national 
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performance. If both were included, then Spain would be found to be a 
‘sinner’ and Italy ‘virtuous’; if just the former, then the reverse would be the 
case. A further consensus was reached on the notion that EU states were to 
review each other’s draft annual budgets during a so-called ‘European semes¬ 
ter’. This was scheduled to begin in January 2011. 

In response to the Greek crisis, the German government was now using 
the language of ‘economic governance’ that its predecessor had swept aside 
prior to Maastricht. Yet, the substance of its position stressed ‘preventive’ 
and ‘corrective’ measures with the prospect of tougher monitoring and 
sanctions - notions consistent with the traditional ‘ordo-liberal’ philosophy. 
Just as at Maastricht, Paris was at pains to move ahead in tandem with 
Germany and their bilateral axis appeared to have been revived by the 
crisis. The two finance ministers - Christine Lagarde and Wolfgang 
Schauble - presented a joint paper on ‘economic governance’ on 21 July 
2010. It envisaged the option of neutralizing an errant state’s voting 
rights in the Council of Ministers and of obliging it to make an interest- 
bearing deposit with the Commission (Euroactiv, 2010a). Such reforms 
might be made under the ‘enhanced co-operation’ mechanism of the Lisbon 
Treaty allowing nine or more EU states to make progress in an area 
without waiting for the rest. However, the German instinct was for the 
changes to be sanctified by a treaty revision, possibly at the time of 
Croatia’s accession. 

At the end of September, the Commission presented its proposals covering 
sanctions, fiscal monitoring and reporting, and broader economic surveillance 
(Commission, 2010d). Crucially, the package of six legislative proposals did 
not require treaty changes. The Commission saw the Stability and Growth 
Pact (SGP) as becoming more ‘rules-based’. A ‘reverse voting mechanism’ in 
the Council would mean that the Commission’s proposal for a sanction would 
be considered adopted unless it was voted down by a qualified majority. A 
similar notion had been advocated by the ECB (Euroactiv, 2010b). For states 
with ‘significant’ deviations from the 3 per cent deficit and/or the 60 per cent 
public debt rules of the SGP, a new sanction would require them to make an 
interest-bearing deposit. Failure to take corrective action - and the application 
of the ‘excessive deficit procedure’ - would mean the payment of a non- 
interest-bearing deposit equal to 0.2 per cent of GDP. This would be con¬ 
verted into a fine in the event of non-compliance. The interest earned on the 
deposits and fines would be transferred to the virtuous euro members not in 
breach of the rules. 

To try to avoid fiscal deviations, the Commission would monitor the 
positions of member governments by reference to the concept of ‘prudent 
fiscal policy-making’ and the steer of a ‘medium-term objective’ (Regulation 
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1466/97), issuing warnings where necessary. Debt trends would be followed 
more closely (being placed on an equal footing with the deficit focus) and 
errant states would be expected to reduce it at a rate of one-twentieth of the 
divergence with the 60 per cent threshold over the previous three years 
(Regulation 1467/97). Anew directive setting out minimum requirements was 
proposed to ensure that the national fiscal budgets followed consistent rules of 
accounting, statistical reporting, forecasting, fiscal rules, budgetary proce¬ 
dures and fiscal relations with other public bodies such as regional or local 
authorities. 

The Commission also advocated that it should have a greater role in 
monitoring macroeconomic imbalances (Commission, 2010e). A new regu¬ 
lation would involve it constructing a regular scorecard of economic indica¬ 
tors, with the option of launching in-depth reviews of Member States seen as 
vulnerable, leading to the possible application of a new ‘Excessive Imbalance 
Procedure’ (EIP) for those states putting the operation of EMU at risk. States 
in the EIP and flouting the Council’s recommendations would have to pay a 
yearly fine equal to 0.1 per cent of its GDP. Again, only ‘reverse voting’ in the 
Council could block the application of the fine. 

The Commission’s package seemed to address most of the concerns 
advanced by the ECB’s President, Jean-Claude Trichet. Speaking to the 
European Parliament’s Economic and Monetary Affairs Committee on 27 
September, he had outlined five key questions on which EMU reforms ought 
to be judged: 

• First, does the fiscal surveillance framework effectively address the weak¬ 
nesses that might give rise to a future crisis? 

• Second, is there a macroeconomic surveillance framework that can trigger 
effective adjustment of imbalances, of external indebtedness and of losses 
of competitiveness? 

• Third, are the enforcement mechanisms of fiscal and macroeconomic sur¬ 
veillance quasi-automatic and the enlarged sanctions sufficient to protect 
other members and the monetary union as a whole? 

• Fourth, does the framework include appropriate independence in surveil¬ 
lance, and impeccable quality checks of analysis and statistics? 

• And finally: are the new principles of economic governance anchored 
within national frameworks? (Trichet, 2010) 

The Commission’s package also followed the lead of Germany and others 
to strengthen the ‘automaticity’ of the sanctions, while also advancing the 
capacity of the ‘centre’ to monitor national conditions. In doing so, it was 
endeavouring to overcome the limitations on its own role established in the 
Maastricht Treaty and to make a bureaucratic grab for power. 
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The Commission’s proposals were soon attacked. Those who had found 
the Maastricht design of EMU too narrow derided the fact that sanctions were 
being strengthened without the necessary institutional innovations of eco¬ 
nomic governance (for example, Charles Wyplosz; see VoxEU, 2010). The 
ability of the Commission to impose fines against a democratically elected 
government was questioned, as was the notion of ex ante validation of 
national budgets. Moreover, the Commission was accused of short-termism in 
the horizons it envisaged for imbalances to be adjusted. 

Beyond these prevention and punishment ideas, a wider debate opened 
up on creating new institutions and resources at the EU level (Gros and 
Mayer, 2010). A ‘European Debt Agency’ was supported by the Party of 
European Socialists as a means of facilitating future debt management and 
defending the Eurosystem against speculative attacks. An earlier idea had 
been to create a common euro bond, with each state participating according 
to its capital share in the ECB (De Grauwe and Moesen, 2009). Profligate 
states would have to pay a higher interest rate than others. Ideas like these 
assumed a will to deepen a political union that was not evident. Similarly, 
notions of expanding economic governance to include much stronger 
supply-side reform commitments - an agenda put aside in the Maastricht 
negotiations - as contained in the Lisbon 2000 and ‘Europe 2020’ pro¬ 
grammes seemed unlikely. 

By contrast to the Commission’s extensive package, the Von Rompuy 
Report was delayed and press leaks saw it as vague and unambitious (Euroin¬ 
telligence, 2010). What reforms might be implemented, and whether they 
would be effective, remained, of course, uncertain. Even more so than after 
Maastricht, the Greek crisis had left EMU as a set of rules whose adequacy 
remained highly contested and whose credibility was still in doubt. 

Conclusions 

EMU as a project, unprecedented in its modern ambition, that comprised (one 
or more) failing state(s) and an incomplete, imbalanced set of rules for its 
governance ran a high risk of severe systemic instability. Maastricht had 
created a stress on rules of self-discipline, but had signally failed to supply 
much central competence to check and intervene in cases of ‘moral hazard’ 
concern. When the credit squeeze and economic recession spread, the Greek 
condition exposed the weakness of the EMU governance structure. To a 
significant extent, this lethal combination of conditions should have been 
foreseeable: two sets of literatures have pointed in these directions - that of 
the dysfunctionality of the Greek state institutions and that on the history of 
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Maastricht highlighting the imbalance of its design. Politically, both sets 
of weaknesses were taboo: the fudging of the entry criteria into EMU had 
signalled the shared interest in not exposing national laxity. The Greek case 
simply pierced the political illusions complacency had sustained. Further, 
critical assessment was undermined by the limitations in the information 
made available - the lack of transparency and the unreliability - and the 
tendency to separate the literatures dealing with two agendas of governance: 
domestic and EU. 

Moreover, the EMU crisis of 2010 underlined the doubts concerning 
legitimacy and solidarity raised after Maastricht. Indeed, as Dyson observed, 
‘the fundamental point remained that the German model failed to offer an 
adequate basis for a sustainable EMU’, a ‘new sense of solidarity that would 
support “burden-sharing” within EMU’ was likely to prove elusive, as 
‘EMU’s Achilles’ heel was the prospect of people being asked to make 
sacrifices for others with whom there was a weak sense of identity’ (cited in 
Dyson and Featherstone, 1999, p. 796; see also McKay, 1999). The populist 
reaction in Germany to aiding Greece proved a case in point, despite the fact 
that the latter has received repayable loans, not aid. The problems of eco¬ 
nomic governance further exposed the vulnerabilities of no political union 
behind EMU. The absence of a ‘Kohl’ changed German leadership and the 
weakness of EU institutional venues gave full play to narrow ‘economic 
interests’ (Moravcsik, 1998), but also to their ideational roots. 

Somewhat paradoxically, the Germanic underpinning of the EMU model 
at Maastricht had exacerbated the collective action problem: it neglected the 
efficacy of EU instruments to monitor and ensure compliance between states 
in a manner that was antithetical to the defence of those same core German 
interests. Ultimately, the biggest economic power was obliged to bail out 
EMU’s weakest link. The longer-term survival of EMU was recognized in the 
ensuing debate on reform to rest on more fulsome surveillance of national 
fiscal trends and the acquisition of more punishment options. The vacuum at 
the heart of EMU governance had stressed national self-responsibility, letting 
the international markets determine the agenda of the crisis of 2010, and this 
basic principle was set to remain. The scope for policy discord at the EU level 
that this provides has the effect of exacerbating the market risks for the euro 
area. It remained doubtful that the 2010 crisis had been a trigger to reform 
along another path (Verdun, 2000). 

The 2010 crisis was the result, in significant part, of inherited state failure 
in Greece. Whether it becomes a juncture for paradigmatic change - trans¬ 
forming governance in Athens - will rest on domestic conditions, with the EU 
determined to have only a ‘policing’ input. The connotations of ‘Europe’ have 
shifted in Greece, with the risk of a popular backlash. Academically, studies 
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of ‘Europeanization’ have been judged on their ability to identify domestic 
impacts. The 2010 crisis and its legacy suggest that the lens needs to shift in 
Greece to connect with other literatures to explore responses to ‘Europe’ 
involving resilience and inertia from the vantage point of both ideas and 
interests. Indeed, the crisis surely affirmed the value in specialist exploration 
of the domestic milieu - of the depth encouraged by the much-maligned ‘area 
studies’ - in order to fully understand its antecedents and consequences. For, 
in 2010, a fringe economy representing just 2.7 per cent of the euro area’s 
GDP almost wrecked the system. 
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